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Summary 

The foreclosure rate in the United States began to rise rapidly beginning around the middle of 
2006 and has remained elevated ever since. Losing a home to foreclosure can hurt homeowners in 
many ways; for example, homeowners who have been through a foreclosure may have difficulty 
finding a new place to live or obtaining a loan in the future. Furthermore, concentrated 
foreclosures can drag down nearby home prices, and large numbers of abandoned properties can 
negatively affect communities. Finally, elevated levels of foreclosures can destabilize the housing 
market, which can in turn negatively impact the economy as a whole. 

There is a broad consensus that there are many negative consequences associated with rising 
foreclosure rates. Since the foreclosure rate began to rise, Congress and both the Bush and Obama 
Administrations have initiated efforts aimed at preventing further increases in foreclosures and 
helping more families preserve homeownership. These efforts currently include the Making 
Flome Affordable program, which includes both the Flome Affordable Refinance Program 
(HARP) and the Home Affordable Modification Program (HAMP); the Hardest Hit Fund; the 
Federal Housing Administration (FHA) Short Refinance Program; and the National Foreclosure 
Mitigation Counseling Program (NFMCP), which provides funding for counseling for 
homeowners facing foreclosure and is administered by NeighborWorks America. Two other 
initiatives, Hope for Homeowners and the Emergency Homeowners Loan Program (EHLP), 
expired at the end of FY20 1 1 . 

While there is a broad consensus that there are many negative consequences related to 
foreclosures, there is less consensus over whether the federal government should have a role in 
preventing foreclosures and, if so, what that role should be. Furthermore, many existing federal 
foreclosure prevention initiatives have been criticized as being ineffective. This has led some 
policymakers to suggest that changes should be made to these initiatives to try to make them 
more effective, while other policymakers have argued that some of these initiatives should be 
eliminated entirely. In the 112 th Congress, the House of Representatives passed a series of bills 
that, if enacted, would have terminated several foreclosure prevention initiatives. However, these 
bills were not considered by the Senate. 

While many observers agree that slowing the pace of foreclosures is an important policy goal, 
there are several challenges associated with designing foreclosure prevention initiatives. These 
challenges include implementation issues, such as deciding who has the authority to make 
mortgage modifications, developing the capacity to complete widespread modifications, and 
assessing the possibility that homeowners with modified loans will default again in the future. 
Other challenges are related to the perception of unfairness in providing help to one set of 
homeowners over others, the problem of inadvertently providing incentives for borrowers to 
default, and the possibility of setting an unwanted precedent for future mortgage lending. 
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Introduction and Background 

The foreclosure rate in the United States began to rise rapidly around the middle of 2006, and has 
remained elevated since that time. The large increase in home foreclosures has negatively 
impacted individual households, local communities, and the economy as a whole. Consequently, 
an issue before Congress has been whether to use federal resources and authority to help prevent 
some home foreclosures and, if so, how to best accomplish this objective. This report provides 
background on the increase in foreclosure rates in recent years. It also describes recent attempts to 
preserve homeownership that have been implemented by the federal government, and briefly 
outlines current proposals for further foreclosure prevention activities. It concludes with a 
discussion of some of the challenges i nh erent in designing foreclosure prevention initiatives. 

Foreclosure refers to formal legal proceedings initiated by a mortgage lender against a 
homeowner after the homeowner has missed a certain number of payments on his or her 
mortgage. 1 When a foreclosure is completed, the homeowner loses his or her home, which is 
either repossessed by the lender or sold at auction to repay the outstanding debt. In general, the 
term “foreclosure” can refer to the foreclosure process or the completion of a foreclosure. This 
report deals primarily with preventing foreclosure completions. 

In order for the foreclosure process to begin, two things must happen: a homeowner must fail to 
make a certain number of payments on his or her mortgage, and a lender must decide to initiate 
foreclosure proceedings rather than pursue other options (such as offering a repayment plan or a 
loan modification). A borrower that misses one or more payments is usually referred to as being 
delinquent on a loan; when a borrower has missed three or more payments, he or she is generally 
considered to be in default. Lenders can choose to begin foreclosure proceedings after a 
homeowner defaults on his or her mortgage, although lenders vary in how quickly they begin 
foreclosure proceedings after a borrower goes into default. Furthermore, the rules governing 
foreclosures, and the length of time the process takes, vary by state. 



Foreclosure Trends 

Home prices rose rapidly throughout some regions of the United States beginning in 2001. 
Housing has traditionally been seen as a safe investment that can offer an opportunity for high 
returns, and rapidly rising home prices reinforced this view. During this housing “boom,” many 
people decided to buy homes or take out second mortgages in order to access their increasing 
home equity. Furthermore, rising home prices and low interest rates contributed to a sharp 
increase in people refinancing their mortgages; for example, between 2000 and 2003, the number 
of refinanced mortgage loans jumped from 2.5 million to over 15 million. 2 Around the same time, 
subprime lending, which generally refers to making mortgage loans to individuals with credit 
scores that are too low to qualify for prime rate mortgages, also began to increase, reaching a 
peak between 2004 and 2006. However, beginning in 2006 and 2007, home sales started to 



1 For a more detailed discussion of the foreclosure process and the factors that contribute to a lender’s decision to 
pursue foreclosure, see CRS Report RL34232, The Process, Data, and Costs of Mortgage Foreclosure, coordinated by 
Darryl E. Getter. 

2 U.S. Department of Housing and Urban Development, Office of Policy Development and Research, An Analysis of 
Mortgage Refinancing, 2001-2003, November 2004, p.l, http://www.huduser.org/Publications/pdf/ 
MortgageRefmance03 .pdf. 
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decline, home prices stopped rising and began to fall in many regions, and the rates of 
homeowners becoming delinquent on their mortgages or going into foreclosure began to increase. 

The percentage of home loans in the foreclosure process in the U.S. began to rise rapidly 
beginning around the middle of 2006. Although not all homes in the foreclosure process will end 
in a foreclosure completion, an increase in the number of loans in the foreclosure process is 
generally accompanied by an increase in the number of homes on which a foreclosure is 
completed. According to the Mortgage Bankers Association, an industry group, about 1% of all 
home loans were in the foreclosure process in the second quarter of 2006. By the fourth quarter of 
2009, the rate had more than quadrupled to over 4.5%, and it peaked in the fourth quarter of 2010 
at about 4.6%. Since then, the percentage of mortgages in the foreclosure process has started to 
decrease, but still remains high compared to the early and mid-2000s. In the second quarter of 
2013, the rate of loans in the foreclosure process was about 3.3%. 

Figure 1 illustrates the trends in the rates of all mortgages, subprime mortgages, and prime 
mortgages in the foreclosure process over the past several years. 



Figure I . Percentage of Mortgages in the Foreclosure Process 

Ql 2001 -Q2 2013 




— ♦—All Loans — ■ — Prime — ♦ — Subprime 

Source: Figure created by CRS using data from the Mortgage Bankers Association. 

Notes: The Mortgage Bankers Association (MBA) is one of several organizations that reports delinquency and 
foreclosure data. MBA estimates that its data cover about 80% of outstanding first-lien mortgages on single 
family properties. 

The foreclosure rate for subprime loans has always been higher than the foreclosure rate for 
prime loans. For example, in the second quarter of 2006, just over 3.5% of subprime loans were 
in the foreclosure process compared to less than 0.5% of prime loans. However, both prime and 
subprime loans have seen increases in foreclosure rates over the past several years. Like the 
foreclosure rate for all loans combined, the foreclosure rates for prime and subprime loans both 
more than quadrupled after 2006, with the rate of subprime loans in the foreclosure process 
increasing to over 15.5% in the fourth quarter of 2009 and the rate of prime loans in the 
foreclosure process increasing to more than 3% over the same time period. As of the second 
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quarter of 2013, the rate of subprime loans in the foreclosure process was about 11%, while the 
rate of prime loans in the foreclosure process was about 2%. 

In addition to mortgages that were in the foreclosure process, an additional 2.55% of all 
mortgages were 90 or more days delinquent but not yet in foreclosure in the second quarter of 
2013. These are mortgages that are in default and generally could be in the foreclosure process, 
but for one reason or another the mortgage servicer has not started the foreclosure process yet. 
Such reasons could include the volume of delinquent loans that the servicer is dealing with, 
delays due to efforts to modify the mortgage before beginning foreclosure, or voluntary pauses in 
foreclosure activity put in place by the servicer. Considering mortgages that are 90 or more days 
delinquent, as well as mortgages that are actively in the foreclosure process, may give a more 
complete picture of the number of mortgages that are in danger of foreclosure. 



Impacts of Foreclosure 

Losing a home to foreclosure can have a number of negative effects on a household. For many 
families, losing a home can mean losing the household’s largest store of wealth. Furthermore, 
foreclosure can negatively impact a borrower’s creditworthiness, making it more difficult for him 
or her to buy a home in the future. Finally, losing a home to foreclosure can also mean that a 
household loses many of the less tangible benefits of owning a home. Research has shown that 
these benefits might include increased civic engagement that results from having a stake in the 
community, and better health, school, and behavioral outcomes for children. 3 

Some homeowners might have difficulty finding a place to live after losing their home to 
foreclosure. Many will become renters. Flowever, some landlords may be unwilling to rent to 
families whose credit has been damaged by a foreclosure, limiting the options open to these 
families. There can also be spillover effects from foreclosures on current renters. Renters living in 
buildings facing foreclosure may be required to move, even if they are current on their rent 
payments. As more homeowners become renters and as more current renters are displaced when 
their landlords face foreclosure, pressure on local rental markets may increase, and more families 
may have difficulty finding affordable rental housing. Some observers have also raised the 
concern that a large increase in foreclosures could increase homelessness, either because families 
who lost their homes have trouble finding new places to live or because the increased demand for 
rental housing makes it more difficult for families to find adequate, affordable units. 

If foreclosures are concentrated, they can also have negative impacts on communities. Many 
foreclosures in a single neighborhood may depress surrounding home values. 4 If foreclosed 
homes stand vacant for long periods of time, they can attract crime and blight, especially if they 
are not well-maintained. Concentrated foreclosures also place pressure on local governments, 



3 For example, see Donald R. Haurin, Toby L. Parcel, and R. Jean Haurin, The Impact of Homeownership on Child 
Outcomes, Joint Center for Housing Studies, Harvard University, Low-Income Homeownership Working Paper Series, 
October 2001, http://www.jchs.harvard.edu/publications/homeownership/liho01-14.pdf, and Denise DiPasquale and 
Edward L. Glaeser, Incentives and Social Capital: Are Homeowners Better Citizens?, National Bureau of Economic 
Research, NBER Working Paper 6363, Cambridge, MA, January 1998, http://www.nber.org/papers/w6363.pdf? 
new_window=l . 

4 For a review of the literature on the impact of foreclosures on nearby house prices, see Kai-yan Lee, Foreclosure’s 
Price-Depressing Spillover Effects on Local Properties:A Literature Review, Federal Reserve Bank of Boston, 
Community Affairs Discussion Paper, No. 2008-01, September 2008, http://www.bos.frb.org/commdev/pcadp/2008/ 
pcadp0801.pdf. 
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which can lose property tax revenue and may have to step in to maintain vacant foreclosed 
properties. 



The Policy Problem 

There has been a broad bipartisan consensus that the rapid rise in foreclosures has had negative 
consequences on households and communities. For example, in 2008, Representative Spencer 
Bachus, then-chairman of the House Committee on Financial Services, said that “[i]t is in 
everyone’s best interest as a general rule to prevent foreclosures. Foreclosures have a negative 
impact not only on families but also on their neighbors, their property value, and on the 
community and local government.” 5 Former Senator Chris Dodd, during his tenure as chairman 
of the Senate Committee on Banking, Housing, and Urban Affairs, described an “overwhelming 
tide of foreclosures ravaging our neighborhoods and forcing thousands of American families from 
their homes.” 6 

There is less agreement among policymakers about how much the federal government should do 
to prevent foreclosures. Proponents of enacting government policies and using government 
resources to prevent foreclosures argue that, in addition to being a compassionate response to the 
plight of individual homeowners, such action may prevent further damage to home values and 
communities that can be caused by concentrated foreclosures. Supporters also suggest that 
preventing foreclosures may help stabilize the economy as a whole. Opponents of government 
foreclosure prevention programs argue that foreclosure prevention should be worked out between 
lenders and borrowers without government interference. Opponents express concern that people 
who do not really need help, or who are not perceived to deserve help, could unfairly take 
advantage of government foreclosure prevention programs. They argue that taxpayers’ money 
should not be used to help people who can still afford their loans but want to get more favorable 
mortgage terms, people who may be seeking to pass their losses on to the lender or the taxpayer, 
or people who knowingly took on mortgages that they could not afford. 

Despite the concerns surrounding foreclosure prevention programs, and disagreement over the 
proper role of the government in preserving homeownership, Congress and the executive branch 
have both taken actions aimed at preventing foreclosures in recent years. Many private companies 
and state and local governments have also undertaken their own foreclosure prevention efforts, 
although these efforts are not the focus of this report. 



Why Might a Household Find Itself Facing Foreclosure? 

There are many reasons that a household might fall behind on its mortgage payments. Some 
borrowers may have simply taken out loans on homes that they could not afford. However, many 
homeowners who believed they were acting responsibly when they took out a mortgage 
nonetheless find themselves facing foreclosure. The reasons households might have difficulty 



5 Representative Spencer Bachus, "Remarks of Ranking Member Spencer Bachus During Full Committee Flearing on 
Loan Modifications,” press release, November 12, 2008, http://bachus.house.gov/index.php?option=com _content& 
task=view&id=l 60&Itemid=l 04. 

6 Senator Chris Dodd, “Dodd Statement on Government Loan Modification Program,” statement, November 11, 2008, 
http :// dodd. senate. gov/?q=node/4620 . 
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making their mortgage payments include changes in personal circumstances, which can be 
exacerbated by macroeconomic conditions, and features of the mortgages themselves. 

Changes in Household Circumstances 

Changes in a household’s circumstances can affect its ability to pay its mortgage. For example, a 
number of events can leave a household with a lower income than it anticipated when it bought 
its home. Such changes in circumstances can include a lost job, an illness, or a change in family 
structure due to divorce or death. Families that expected to maintain a certain level of income 
may struggle to make payments if a household member loses a job or faces a cut in pay, or if a 
two-earner household becomes a single-earner household. Unexpected medical bills or other 
unforeseen expenses can also make it difficult for a family to stay current on its mortgage. 

Furthermore, sometimes a change in circumstances means that a home no longer meets a family’s 
needs, and the household needs to sell the home. These changes can include having to relocate for 
a job or needing a bigger house to accommodate a new child or an aging parent. Traditionally, 
households that needed to move, or who experienced a decline in income, could usually sell their 
existing homes. Flowever, the recent decline in home prices in many communities nationwide has 
left many homeowners “underwater,” meaning that they owe more on their mortgages than the 
houses are worth. 7 This limits homeowners’ ability to sell their homes for enough money to pay 
off their mortgages if they have to move; many of these families are effectively trapped in their 
current homes and mortgages because they cannot afford to sell their homes at a loss. 

The risks presented by changing personal circumstances have always existed for anyone who 
took out a loan, but deteriorating macroeconomic conditions, such as falling home prices and 
increasing unemployment, have made families especially vulnerable to losing their homes for 
such reasons. The fall in home values that has left some homeowners owing more than the value 
of their homes makes it difficult for homeowners to sell their homes in order to avoid a 
foreclosure if they experience a change in circumstances, and it increases the incentive for 
homeowners to walk away from their homes if they can no longer afford their mortgage 
payments. Along with the fall in home values, another recent macroeconomic trend has been high 
unemployment. More households experiencing job loss and the resultant income loss have made 
it difficult for many families to keep up with their monthly mortgage payments. 

Mortgage Features 

Borrowers might also find themselves having difficulty staying current on their loan payments 
due in part to features of their mortgages. In previous years, there had been an increase in the use 
of alternative mortgage products whose terms differ significantly from the traditional 30-year, 
fixed interest rate mortgage model. s While borrowers with traditional mortgages are not immune 



7 Owing more on the mortgage than the home is worth is also known as having “negative equity” in the home. 
According to CoreLogic, a data research firm, nearly 1 1 million households, or about 22% of all properties with a 
mortgage, had negative equity in their homes as of the second quarter of 2012. See CoreLogic, “CoreLogic Reports 
Number of Residential Properties in Negative Equity Decreases Again in Second Quarter of 2012,” press release, 
September 12, 2012, http://www.corelogic.com/about-us/researchtrends/asset__upload_file486_16724.pdf. 
s For a fuller discussion of these types of mortgage products and their effects, see CRS Report RL33775, Alternative 
Mortgages: Causes and Policy Implications of Troubled Mortgage Resets in the Subprime and Alt-A Markets, by 
Edward V. Murphy. 
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to delinquency and foreclosure, many of these alternative mortgage features seem to have 
increased the risk that a homeowner will have trouble staying current on his or her mortgage. 
Many of these loans were structured to have low monthly payments in the early stages and then 
adjust to higher monthly payments depending on prevailing market interest rates and/or the length 
of time the borrower held the mortgage. Furthermore, many of these mortgage features made it 
more difficult for homeowners to quickly build equity in their homes. Some examples of the 
features of these alternative mortgage products are listed below. 

Adjustable-Rate Mortgages 

With an adjustable -rate mortgage (ARM), a borrower’s interest rate can change at predetermined 
intervals, often based on changes in an index. The new interest rate can be higher or lower than 
the initial interest rate, and monthly payments can also be higher or lower based on both the new 
interest rate and any interest rate or payment caps . 9 Some ARMs also include an initial low 
interest rate known as a teaser rate. After the initial low-interest period ends and the new interest 
rate kicks in, the monthly payments that the borrower must make may increase, possibly by a 
significant amount. 

Adjustable-rate mortgages make economic sense for some borrowers, especially if interest rates 
are expected to go down in the future. ARMs can help people own a home sooner than they may 
have been able to otherwise, or make sense for borrowers who cannot afford a high loan payment 
in the present but expect a significant increase in income in the future that would allow them to 
afford higher monthly payments. Furthermore, the interest rate on ARMs tends to follow short- 
term interest rates in the economy; if the gap between short-term and long-term rates gets very 
wide, it might make sense for borrowers to choose an ARM even if they expect interest rates to 
rise in the future. Finally, in markets with rising property values, borrowers with ARMs may be 
able to refinance their mortgages to avoid higher interest rates or large increases in monthly 
payments. However, if home prices fall, refinancing the mortgage or selling the home to pay off 
the debt may not be feasible, leaving the homeowner with higher mortgage payments if interest 
rates rise. 

Zero-Downpayment or Low-Downpayment Loans 

As the name suggests, zero-downpayment and low-downpayment loans require either no 
downpayment or a significantly lower downpayment than has traditionally been required. These 
types of loans make it easier for homebuyers who do not have a lot of cash up-front to purchase a 
home. This type of loan may be especially useful in areas where home prices are rising more 
rapidly than income, because it allows borrowers without enough cash for a large downpayment 
to enter markets they could not otherwise afford. However, a low- or no-downpayment loan also 
means that families have little or no equity in their homes in the early phases of the mortgage, 
making it difficult to sell the home or refinance the mortgage in response to a change in 
circumstances if home prices decline. Such loans may also mean that a homeowner takes out a 
larger mortgage than he or she would otherwise. 



9 Even if the interest rate remains the same or decreases, it is possible for monthly payments to increase if prior 
payments were subject to an interest rate cap or a payment cap. This is because unpaid interest that would have accrued 
if not for the cap can be added to the principal loan amount, resulting in negative amortization. For more information 
on the many variations of adjustable rate mortgages, see The Federal Reserve Board, Consumer Handbook on 
Adjustable Rate Mortgages, http://www.federalreserve.gOv/pubs/arms/arms_english.htm#drop. 
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Interest-Only Loans and Negative Amortization Loans 

With an interest-only loan, borrowers pay only the interest on a mortgage — but no part of the 
principal — for a set period of time. This option increases the homeowner’s monthly payments in 
the future, after the interest-only period ends and the principal amortizes. These types of loans 
limit a household’s ability to build equity in its home, making it difficult to sell or refinance the 
home in response to a change in circumstances if home prices are declining. 

With a negative amortization loan, borrowers have the option to pay less than the full amount of 
the interest due for a set period of time. The loan “negatively amortizes” as the remaining interest 
is added to the outstanding loan balance. Like interest-only loans, this option increases future 
monthly mortgage payments when the principal and the balance of the interest amortizes. These 
types of loans can be useful in markets where property values are rising rapidly, because 
borrowers can enter the market and then use the equity gained from rising home prices to 
refinance into loans with better terms before payments increase. They can also make sense for 
borrowers who currently have low incomes but expect a significant increase in income in the 
future. However, when home prices stagnate or fall, interest-only loans and negative amortization 
loans can leave borrowers with negative equity, making it difficult to refinance or sell the home to 
pay the mortgage debt. 

Alt-A Loans 

Alt-A loans are mortgages that are similar to prime loans, but for one or more reasons do not 
qualify for prime interest rates. One example of an Alt-A loan is a low-documentation or no- 
documentation loan. These are loans to borrowers with good credit scores but little or no income 
or asset documentation. Although no-documentation loans allow for more fraudulent activity on 
the part of both borrowers and lenders, they may be useful for borrowers with income that is 
difficult to document, such as those who are self-employed or work on commission. Other 
examples of Alt-A loans are loans with high loan-to-value ratios or loans to borrowers with credit 
scores that are too low for a prime loan but high enough to avoid a subprime loan. In all of these 
cases, the borrower is charged a higher interest rate than he or she would be charged with a prime 
loan to compensate for the increased credit risk of the borrower. 

While all of these types of loans often make sense for certain borrowers in certain circumstances, 
many of these loan features began to be used more widely and may have played a role in the 
recent increase in foreclosure rates. Some homeowners were current on their mortgages before 
their monthly payments increased due to interest rate resets or the end of option periods. Some 
built up little equity in their homes because they were not paying down the principal balance of 
their loan or because they had not made a downpayment. Stagnant or falling home prices in many 
regions also hampered borrowers’ ability to build equity in their homes. Borrowers without 
sufficient equity find it difficult to take advantage of options such as refinancing into a more 
traditional mortgage if monthly payments become too high or selling the home if their personal 
circumstances change. 
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